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Capital Market Reaction

Stock Prices

Before UBS After UBS
Warburg Report Warburg Report
*  (08/19/02) (08/23/02) Percent Change
SBC $29.87 $26.30 (12.0)%
AT&T $10.76 $12.22 13.6%

“"We believe SBC has the most attractive region for UNE-P providers.

SBC has lost more retail lines to UNE-P than any other Bell, at 3.45
million.., [and we] expect SBC to lose 1 million retail lines to UNE-P

in the third quarter of 2002.”
- UBS Warburg

SBC takes the hardest hit for each retail line lost to UNE-P competitors ...
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Impacts

Reduced Service Quality

Reduced Ability to Provide Service to all
Customers

No Incentive To Invest in Networks
Eliminated Jobs

Slower Deployment of New Services
Increased Cost of Capital
Weakened Equipment Suppliers
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Next Steps

e Current regulatory regime regarding UNE-P
and pricing is unsustainable

e Turmoil in industry calls for quick and decisive
action |

e As long as we have carrier of last resort
obligations, prices must be set to recover our

costs

e There are many ways to solve this problem, but
time is extremely short. Whatever direction
the FCC moves, it must be effective in a very
short period of time
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August 20, 2002

Telecommunications--Wireline

SBC Communications, Inc. (SBC)(2.37.80

United States

Hold

Key Statistics Quarterly Earnings Per Share (fiscal year ends December)
Price 329 87 20014 2002E Prey 2003E Bre|
52-Wk Range $47-23 16 $0 51 S0 51A
Price Target $30 00 2G g€ ceiA T
Return Paot'l. 408 1o} 0.59 0.58
MKkl Cap(MM} $00.321 40 064 ug*
$h, Out.(MM) 3.325 9 Year $2.35 223 $2.25 $2.36
Floal 100% FC Cons.: §2.35 $E23C $2 36
Inst. Hidgs. 47 0% P/E: 127 12.9x 13.3x
Avg. Yolume(K) §.603 Revs.[MM): $45.008 $43 325 $42.308
Curr.Div./Yield $1.0836%
Sec.Grwth.Rate 3%
Convertible? No

SBC Communicalions Ihrough Rs brands—Soutnwesterr Bel Amemech. Pacilc Bel! SBC Telecom Mevada Beii SNET and
Cingular—provides local and ong distance wireine service wireless and dala commanicalions high-speed Intgrnal access and
messaging services as well as drectory advenising and publishing S8C & the second-lrgest LS kcal service provider Cinguiar
Wireless ns 60 40 joint venture with BeltSouth [SBC has 60%] 1s the second-larpest U S wireiess provklet with more tnan 22 milkon

Subs

John Hodulik, CFA
+1-212-713 4226
jonr. hodulk € ubsw com

Batya Levi, Associate Analyst

+1-212-713 8824
batya levi@ ubsw com

Robert Hopper, Associate Analyst

+1-212-713 9266
rober hopper € ubsw com

Scurce. UBS Warburg L.C and Firs! Jai consensus estimates

Revenues go not include proponianate share from Cingular

SBC: Downgrading to Hoid from Buy Based on Competitive
Fears from UNE-P

Summary

DETAILED UNE-P STUDY. We¢ have completed an analysis of UNE-P based
economics from a Bell perspecuve and found 1} economics per line lost 1s worse
than expected. with the average wholesale line producing negative EBITDA in
SBC s region. 2+ Iine loss 15 expected 10 grow rapidly as we estimate the company
will lose 1M 1o UNE-P in the third quarter atone and 33 the long distance opportunity
is only a partial offset as the EBITDA effects of UNI-P are hard to counter with low

margin LI

Action

DOWNGRADE TO HOLD. We are downgrading shares of SBC 1o Hold from Buy
based on our UNE-P anatvsis. We anucipate that the growth of UNE-P wili have a
significant iflipact on SBC's 2003 carmings and that 1t will be difficult tor the
company to hit the Street’s growth expectauons for the vear.

Valuation

LOWER PRICE TARGET TO $30. Our new price target of $30 per share {prev.
$36) is based on our discounted cash flow analysis. This lowered targel mcorporates

changes to our models to reflect the effects of UNE-P based compention

Additional Information

We will be holding a cc;nference call to discuss our analvsis of UNE-P economics for
the Bells on August 207 a1 11:00am. Dial-in information is 800-663-0430 in the U.S.
or 913-981-5591 international

Companies mentioned and disclosures at end of note

Ir lon
addiion 1o the UBS Warburg web site. www.ubswarburg.comiressarchweb. our research products are avadable over third-party systems provided or senviced by

Bioomberg First Call 1'BE/S IFIS, Multex. QUICK and Reuters UBS Warburg is a business group of UBS AG
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SBC Communications. Inc. Augus! 20 2007

We expect line loss to continue 10 ramp up in SBC territory in the second half of 2002 and believe the company will lose
approximately 1 million retail lines to UNE-P in the third quarter. We believe that roughly half of the Line loss m the
second quarter occurred in the month of June. Considering the sieep growth within the second quarter and AT&T s entry into
the Ohio and Ilinois markets in mid-June and the California market i early August. our numbers could prove Conservatve.
With another 1.2 million UNE-P line projected for the fourth quarter, we now expect residential line loss of 9.1% and 12.6% in
the thud and fourth quarrer, respectivelv. This also suggests that by year end. 10% of total switched access Iines will be UNE-
P. Again. we note that our analysis suégests that wholesale lines generate negative EBITDA on a weighted average basiz in
2003 we expect the company to lose 3 .41 million hines. up from 3.23 milhon for all of 2002.

Much depends on the company’s ability to secure long distance approval in California in the near term. which should
dampen tbut b no means eliminate) line loss while helping to offset much of the revenue loss. sinnlar 1o the resulis in 271-
approved Southwestern Bell states. The Administative Law Judge (AL} in California has approved the company’s
applicanion and the full public utility commission to 15 expected 10 vote on September 19", a short delay from the recentls
proposed date of August 22 A positive outcome for the Bell could enable SBC o begin marketing interLAT A services in
California in lawe December. Ameritech is a different story however. as we do not expect the company to receive approval for

long distance 1n these states unu! the second half of 2003

Estimates and valuation

Based on changes to our moedel resulting from this analysis. we are reducing our 2003 EPS estimate to $2.25 trom our previous
estimate of $2.36. while maintaining our 2002 EPS esumaie at $2.31 This translates to a 2.3% decline in EPS in 2003 versus
our previous esumate for 2.1% growth. It compares uniavorably with the 1 8% EPS decline we continue to expect for 2002.
We now expect total proportonate revenues to decline by 1.3% n 2003 following the 3.9% deciine in 2002 Our previous
estimate was suggesting a 1.1% growth in revenues. We now expect EBITDA to decline by 1.9% versus our previous
assumption for a 0.3% growth in 2003,

SBC is currently trading at roughly 13.3% our new .estimates for 2003, Given that we do not expeci the company to generate
enough growth to reach its 2001 EPS of $2.35 until 2006. we believe it will be difficult for the company to outpertform the
market at these levels. In calculating our new 12-month price target of 530 per share. we conducted a discounted cash flow
analvsis. emploving a 7% discount rate. a terminal value that assumes 2 5% perpetuity growth and a 20% private market

discount

Table 2: Changes to SBC Estimates (SMM)

2002 2003 % growth
Oid New Schange % Change Old New  Schange % Change Ol New
Wrerne Zover e 38768 38601 187 -0 4% 8. 8BL 3T dBE T4l 6% 0 3% 2o
Tola: Hevenue 5z2.572 52205 167 -0 3% 52837 E133: - AGE g 8% Tt 3%
ZET0A 21577 21357 -20 L 1% 20 a6 20658 52 2bfe o 5% 1 8%
helincome Tree T.75 =13 2% Ta T Bz s RS HRE RORCER
=g §23 823 {8300 0.2% LY S i$0 1 -4 8% 2% 28%
Sourey UBS Warberg LLC estimates
-

Statement of Risk

Risks include management's ability 1o execute. potential adverse changes in regulation. changes i technology. the effects of a
weal economy. increasing competiuon and a large degree of operaung leverage

3 UBS Warourg LT
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SBC Communications. In¢.  Auqust 20 2002

Globaf rating definitions and allocation

%, of companies under e for which IB services

Rating Definition coverage with this rating have been proviged
Strong Buy Greater than 20% excess return potential. migh cegree of confidence 12¢: 53¢
Buy Positive excess retumn potential 30¢ 38%
Hold Low excess return potential: iow degree of confidence 44% 28%,
Reduce  Nagative excess retun potential 4% 22%

Greater than 20% negative excess return potental. high degree of (. 118,

Seill :
confidence

Excess relurn’ Target price . current price — 1 - gross dividend yield - 12-month interest rate. The 12- month interest rate used 1S that of the
company s country of incorporation, in the same currency as the predicted return.
*Investment banking services include. but are not restricted (o, acting as manager/co-manager in the underwriting or placement of securities
(withun the past three years), acting as financiai advisor. and‘or providing corporate finance or capital-markets-relatec services 10 a company
or one of its affiliates or subsidianes (within the past 12 months).
Source: UBS AG, its subsidiaries and affiliates: as of 30 June 2002,
5 UBS AG, its affiliates or subsidianes has acted as manager/co-manager in the underwriting or placement of securities of this company or

one of its affilates within the past three years, ‘ ‘
37 Within the past 12 months, UBS AG. its affifiates or subsidiaries has received compensation for invesiment banking services trom this

company.
80. UBS AG. its affiliates or subsidiaries expect to receive of intend to seek compensation for investment banking services trom this

company within the next three months.

Unless otherwise indicated. please refer to the Valuation and Risk sections contained within the body of this report.
For a complete set of disclosure statements assoggted with the campanies discussed 1n this repont, including information on valuation and
nsk. please contact UBS Warburg LLC. 1285 Avenue of Americas. New York. New York. 10018. Attention: Publishing Administration.

UBS Warburg LLC. 1285 Avenue of the Americas, New York, NY 10019 Phone: +1-212-713-2000

Trus matenal has peen prepared by UBS AG or an aftilate therest (UBE 1 acting through fis Dusiness qroup UBS Wapurg I has no reqard 16 Ine SpecHic invesiment obieclives financial situatan o1 particular
neads o any soactic Nt Ng representahon of warranty. ether exprass or mphed 15 provided In ralion 1o the accuracy compieteness of raiabiity of tne information contamec herein Thes teport s published
solers 07 IRlormalonal purposes and 1s net 10 be construed as & sohcdation or an ofer 1o buv of SEll any secunties of related hinanmal nstruments  GINION: 8XDressec herein are suDrect 10 change without notice and
may ditter o- e Contrary 1o oDUions expressed Dy olher business areas or groups of UBS as a resulr o using diflerent assumplions ang cmena UBS 15 under no otagation fc upale or keep the migrmatcn cureent
The seculllies desCAIDRT Nerell max nof be eigible 1or sar In all jynsdigions of 10 cenr categones of mvestors UBS and o s directors ofiicers and empiovees of chents may fake DOSMIONS in. and may make
purchases and-0r sales as onncipal or agent or UBS may act as market-maker in the secunties of related Imancial instruments distussed nerein  UBS may provide mvestmen! DanunG and other senuces to and-or
senve as directors of the companies referred 1o i this report UBS ns relaled entities. directors empiovees and agents accepl nc habity for any iosy of damage of any kind ansing out of the use of thyy repon Unned
Mengdom and rest of Europe Except as mhorwise speciied berem 1hs marena Is communicated by JBS Warburg 10 a supsidiary of LBS AG 10 persons. Wwno are marke! counterpariies of INlesmediate cusIOMers
(&6 detaded in The FSA Rules! and 15 only avalabee 1o such persons  The intormation coniained heten does not apply 1o and should nat be refied upoh Dy. pMvale cuslomers. This report & being distibuted n
Swiizerland by UBS AG 16 nstiutional mvestors ank; This report is being drstrbuted 1 US parsons by sither UBS Warburg LLC or UBS PaimeWebber Inc subsiianes of UBS AG. of by & group. subsxhary of affikste
of UBS AG. that 15 not regisiered as a LIS broxer-caaler (a ‘non-US affaale’) to major US instiutional invesiors only UBS Warburg LLC of URS PaneWeboel inc accepls reséonsbulny for the Wnla:?‘cﬁ 2 repen
prepared Dy anothar non-US afilaie when distnbuted 1o US persons by UBS Warburg LLC or UBS PaineWabber Inc. This report i being distnbuted by UBS Bunting Warburg Inc. 8 subsidiary of UBS AG snd a
’mben r::ne grrc:’ai&nadwn stock exchanges & CIPF, T_hns report 15 being distrbuted In Hong Kang by UBS Warburg (Asia) Linwte¢ This repont s being distibuted in Singapors by UBS Warbury Pla. L1g. Thes
epor s being 8¢ 1 Australia oy UBS Warburg Australia Lid and UBS Warburg Australia Equities L1d icensed secumies dealers. Additional information will be made available upon request.

©20Cc2 UBS AG Al ngnts reservea This repon may not be reproduced of distrisuted In any manner without the permission of UBS

A e e

4 UBS Warburg L.C
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UNE-P Economics: Downgrading the Bells

¢ Downgrading BellSouth , SBC and Verizon to Hold from Buy
— Analysis of UNE-P economics suggests pressure on profitability for the Bells

— We now expect earnings to decline 1.8% vs. prev. expectation for 2.6% growth
(Street estimates are for 2-5% growth ).

— We expect long-term FCF growth of %-3% vs prev. expectation for 3-4% growth
® Lowe“ring Price Targets
— New price targets based on our reduced FCF estimates in our DCF analyses:
- BellSouth: $26 (previously $28);
~  SBC: $30 (previously $36);
- Verizon: $34 (previously $50)
4+ We Expect Market Performance Over the Next 12 Months

— Attractive dividend yields should limit downside

TN o - John Hodulik, CFA
@;;% UBS Warburg (212) 713-4226, john.hodulik@ubsw.com
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UNE-P Economics : Changes Lo lislimales

Wireline Revenue
Total Revenue
EBITDA

Net Income

EPS

Wireline Revenue
Total Revenue
EBITDA

Nel Income

EPS

Wireline Revenue
Tctal Revenue
EBITDA

MNet Income

EPS

o UBS Warbur

BeliSouth
2002 2003 % growth
Old New $change % Change Old New $change % Change Old New
18421 18312 -109 -06% 18731 17993 -738 39% 1.7% A7%
29009 28900 -109 -04% 29582 28842 -740 -2 5% 20% 0 2%
12,837 12784 -53 -0.4% 13120 12761 -358 2 7% 22% -02%
4035 3924 -199 2.7% 4217 3836 -380 -9 0% 4 5% -2 2%
$214 3209 (3005 2.3% $218 3202 (3016} 7 3% Taw T 32%
51:19
2002 2003 % growth
Old New $change % Change Oid New $change % Change Od New
38768 3860 -167 0 4% g BR4 37482 1402 -36% 0.3% -2 9%
52372 52205 -167 03% 52837 51535 -1.402 -2 5% 11% A 3%
21377 21357 -20 0 1% 217479 20958 521 24% - 05% -1.9%
7728 7715 13 -02% 7811 7.46_2 -348 -4 5% 11% -3 3%
231 23 {3000) 02% $236  $225)  ($011) 4 5% [ 21% 0 2%
Verizon
2002 2001 % grawth
old New  $change % Change Gld New $change % Change Ol New
40912 40,897 -15 0.0% 39656 39,136 -518 -1.3% 3 1% -4.3%
66737 66722 -15 00% 67,032 B6575 518 -0 8% 05% 0 2%
29049 28772 2277 -1.0% 28836 28160 -676 -2.3% 7% 21%
8,332 8.150 -182 2 2% 8.587 8130 -457 5% 3% 02%
$305 3298 (3007 -2 2% $312 1 %2 96) ($0 16) 5 1%

-

—
i
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UNE-P Economics: Glossary

¢ Unbundled Network Elements (UNE)

— The individual parts of the local telephone network (7 elements including: local
loop, switches, transport and OSS) that ILECs are required to "unbundle” and
lease out to CLECs. Competitors can lease out one or all of the available UNEs to

prpvide service. "

¢ Unbundled Network Element-Platform (UNE-P)
— Use of ALL the UNEs to provide service, requiring minimal capital outlays or asset
deployment.
4 Retail Lines

— Access lines sold directly to the end user from the ILEC.

% Wholesale Lines

— Access lines soid to competitors (AT&T and MCJ), which resell the lines to end
users.

YQ AV, vy John Hodulik, CFA
&l% UBS Warburg (212) 713 4226, john hodulik@ubsw com
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IXC POP

Direclory Cali-Relaied $S7 Signaling
Assistance 0S5 Databases Network
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Na longer included

interoffice
Transmission
Facility

Network Interface Device (NID)

UNE End-User

YO AV . lohn Hodulik, CFA
‘ 0 ,
@%{” UBS Wan I)l”h (212) 713-4226, john.hodulik@ubsw.com




UNE-P Economics: What's the Big Deal?
@)

¢ UNE-P Competition Has Intensified in Recent Months...
— MCI's Neighborhood Plan {commenced in April '02; exited 2Q with 800K lines)

— AT&T (recently entered 3 SBC states [24M residential lines]; plans to enter NJ
(4.5M residential lines] in Sept 2002)

— Other operators
L]

- Sprint is considering this strategy; others include Z-Tel, Talk America, and
SupraTelecom {which added 120K UNE-P lines in FL in 2Q02)

¢ Due to More Favorable Economics of UNE-P for Competitors

-— Public Utility Commissions continue to set lower rates

- Recent reductions in California, New York, New Jersey, Pennsylvania

¢ Second Quarter Results Revealed the Bells’ Exposure
— Over 1.1 million retail lines converted to wholesale through UNE-P in 2Q
- SBC: 692K added vs. 358K in 1Q02;
- BellSouth: 278K added, vs 239K in 1Q02;
- Verizon: 110K added vs. 64K in 1Q02

YUV - John Hodulik, CFA
%% UBS Warbui - (212) 713-4226, john hodulik@ubsw.com
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(212) 713-4226, john_hodulik@ubsw.com
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UNE-P Economics: Summary Findings

¢ Economics of UNE-P are Worse than We Originally Expected

— UNE-P lines generate negative EBITDA in 18 states for the Bells (60% of
US residential lines)

— SBC's Ameritech region is the most attractive for UNE-P competitors
¢ UNE-P Line Growth Will Be Greater than the Market Expects

¥
UNE-P lines can be profitable in 33 states, suggesting further entry (82%
of US residential access lines)

— AT&T presents the most significant threat.

Its 40% share of the consumer LD market presents an immediate target

AT&T sees opportunities in 14-17 states, but announced entry in 8 states.

— The Bells exited 2Q02 with 7.5M UNE-P lines (5% penetration).

2000a 2001a 2002e 2003e 2004e 2005¢e
UNE-P Lines 2,923 5,652 11,152 18,146 22367 25136
UNE-P Penetration 1.7% 3.4% 7 2% 12.2% 15.2% 17.3%

YO VAL L . John Hodulik, CFA
&lﬁ; UBS Wanrbure (212) 713-4226, john hodulik@ubsw.com
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UNE-P Economics: Summary Findings

¢ Long Distance Opportunity is Only a Partial Offset

— Bells only need to add 1.3 long distance customers for each UNE-P line added to
breakeven at revenue line

— However, the Bells need to add 5.4 long distance customers for each UNE-P line
added to breakeven at EBITDA line

— UNE-P IS AN EBITDA STORY, NOT A REVENUE STORY

2002e 2003e 2004e 2005e
LD subs 19.905 34 524 41 460 457223
UNE-P subs 11,152 18,146 22,367 25136
LD subs / UNE-P subs 1.8 19 19 1.8

¢ We Do Not Expect Near-Term Regulatory Relief

TR L7 o Jehn Hodulik, CFA
%“9 UBS Warburg (212) 713-4226, john hodulik@ubsw.com
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UNE-P Economics: Summary Findings

¢ Anticipate that EPS Will Decline in 2003 for the Bells
— EPS highly sensitive to growth in UNE-P

Revenue lost EBITDA lost EPS Impact assuming local line loss of Free Cash flow Impact

per line [ mo pet line { ma 1™ 1] ™ ™ 1M M kL L
SBC $19.76 $17.04 $0.04 $oo8 $012 $0 20 $137 5274 411 $685
\'74 & 88 15.26 0.04 009 013 022 123 245 368 614
BLS 18 29 15.65 006 0.3 019 032 126 252 377 629
Q 14.73 11.98 0.05 009 014 0.24 96 193 289 481

— We estimate that 8M lines lost translates into $1B OpFCF loss

~ Summary

Poor Economics of UNE-P + Higher UNE-P Line Loss
= Lower Profit and EPS for the Bells

TR T . Jlohn Hodulik, CFA
éﬁ’ UBS Warbure (212) 713-4226, john hodulik@ubsw com
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UNE-P Economics: Calculaling the Impact

1) Calculate Revenue Impact Per Line Lost

2) Estimate Average Retail COGS and SG&A per Line Based on
Existing Wireline EBITDA Margins
L

3) Calculate Wholesale EBITDA Contribution

4) Estimate Future Line Loss in Each State

LTA0 T: A "y John Hodulik, CFA
‘;l% UBS Warbure (212) 713-4226, john hodulik@ubsw.com
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UNE-P Economics: Calculating the Impacl

1) Calculated Revenue Impact Per Line Lost

Local service revenue = + Basic local
+ Vertical Features
1 AccessfintralLATA toll
+5LC
+ | NP, 911 and other surcharges
UNE-P revenue = +Loop
+Local swilching (fixed & variable)
1+ Tandem switching )
+Transport

Difference = Total revenue lost

S —————— S

Retail Revenue

Wholesale Revenue

Source: UBS Warburg LLC and company reports

5’&: LIBS Warburg

John Hodulik, CFA
{212) 713-4226, john.hodulik@ubsw com
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UNE-P Economics: Revenue Impact - BellSout

Plus; Plus: Plus; Plus: Total Less = Totat
Basic Local Service SLC Vertical serv.  AccessfintraLATA toll USF Retail Revenue UNE-P Revenue Lost
Alabama 6w 600 (150 500 049 3929 7782 1547
Flonda 1100 600 11.50 500 049 3399 16 69 17 30
Georga 17 45 600 11.50 5.00 (.49 40 44 1879 2165
Kertucky 18 40 g0 11.5¢ 5.00 0.49 4139 15.12 26 27
Louisiana 12 64 6.00 11.50 5.00 049 3563 2308 1255
Mississipp 19.01 6.00 11.50 5.00 049 42.00 21.77 022
North Carohna 111§ 600 1158 5.00 0.49 3618 18.69 17 4%
South Carcina 1503 6.00 11.50 500 (49 R 1943 L
Tennessee 1215 600 11.50 500 0.49 3514 1718 17 96
AveragelTotal %373 6.00 11.50 5.00 0.49 36.72 18.43 18.29
@
Loop Local Switching Tandem switching  Shared transport
Urban Suburban Ruraé per port per MOV per MCU per MOU Avg. UNE.P

Alabama 1524 2475 4485 207 00020 0.0015 ooeot1s 772 82
Flonda 1279 Va7 33136 140 0 0008 0.0002 00000 16 /9
Georgia L¥Al 16541 7608 185 00G16 0.0007 0000? 1879
Kentucky 14 56 1534 RIRA! 149 Qoeiz 0.0002 0 D04 1512
Lowsiana A 0% 2414 4930 2,55 06021 3.0068 00047 2308
Mississipot 1558 2065 2951 21 0.6024 0.0008 00004 2177
North Carolina 121 2124 3165 219 0.0017 0.0069 60003 18 69
South Carolina 1404 21139 26.72 165 000N 0.0007 0.0005 1943
lennessee 1319 1723 2253 189 00008 90010 00001 1718
Average 1326 1896 3217 1.19 0.00%3 0.0008 0.0006 18.43

&% UBS Warbure
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